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ABSTRACT 

 

Prior research has established that stock price declines are a significant driver for filing securities 

class action lawsuits. There is a continued debate as to the relative importance of case merit in 

the decision to file a case and the dispute outcome. The author used accounting quality variables 

as proxies for managerial wrongdoing and test whether accounting quality is a determinant of 

lawsuit filing decisions and if it can distinguish frivolous cases from those with merit. The results 

show that accounting quality, measured by accrual reliability, discretionary accruals, one-time 

charges, and reporting opacity in relation to R&D and intangible assets, significantly impact the 

decision to file a lawsuit and the magnitude of settlement. These ex ante measures of accounting 

quality serve as leading indicators of case outcomes even after controlling for return performance 

and hard evidence events such as restatements and SEC investigations. Findings suggest that 

accounting data is used by the legal system as a determinant of lawsuit filings and outcomes. 
 

Keywords:  Securities litigation, earnings management, corporate governance, accounting  

quality. 
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I. INTRODUCTION 

There has been a significant increase in securities class action lawsuit filings and 

settlement amounts in the last few decades. This increase has generated a perception that public 

companies face a complex and unpredictable legal environment.
1
 While lawsuits provide 

investors recourse for wrongdoing, many argue that the litigious nature of our society leads to 

numerous frivolous lawsuits (Grundfest, 1995; Bloomberg and Schumer, 2007). Indeed, many of 

the securities lawsuits that are filed have been dismissed.
2
 Prior research has established that 

stock price declines are a significant driver of lawsuit filings (Alexander, 1991). However, there 

is an ongoing discussion in the literature as to the relative importance of case merit beyond stock 

price decline in the decision to file a case and the case outcome (DuCharme et al. 2004; Johnson 

et al. 2007; Perino, 2003). I contribute to the discussion of case merit by comparing the 

accounting quality of companies that are at risk for litigation as measured by significant stock 

price declines with companies that face litigation. I further compare the accounting quality of 

cases that are dismissed with the cases that are settled with monetary damages.  

I hypothesize that accounting quality variables can be used as proxies for managerial 

wrongdoing. I find that on average accounting quality is significantly lower for companies facing 

litigation and for companies that are settled with high monetary damages.  After controlling for 

extreme negative stock price performance, I find that securities lawsuit filings and outcomes are 

                                                   
1
 A 2007 report written by New York Mayor Michael Bloomberg and New York Senator Charles Schumer 

“Sustaining New York’s and the US’s Global Financial Services Leadership” discusses the legal environment faced 

by public corporations. They argue that there is a perception that securities lawsuits are closely related to stock price 
volatility rather than wrongdoing. 
2
 Over one third of the securities lawsuits are dismissed, see Table 1. 
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supported by ex ante accounting evidence of wrongdoing. My findings suggest that accounting 

data is used by the legal system as a determinant of lawsuit filings and outcomes. 

Securities lawsuits generally allege that companies disclosed misleading information that 

inflated the stock price and that the subsequent price correction resulted in losses to shareholders. 

While a stock price decline is essential to claim damages, in order for the lawsuit to have merit, 

the decline must be caused by the company’s attempt to mislead the market. I argue that 

managers’ tendency to misrepresent and mislead can be proxied by the quality of the firm’s 

accounting measures prior to the lawsuit. Specifically, I test whether class action lawsuit filings 

and outcomes are supported by accounting evidence. First, I use an accrual reliability model to 

test whether the quality of accruals of the litigation sample is lower relative to a sample of firms 

at-risk for litigation. Second, I test whether, in addition to poor stock price performance, a 

litigator’s decision to file a lawsuit is substantiated by evidence of poor accounting quality. 

Third, I test whether ex ante measures of accounting quality can predict the outcome of a lawsuit. 

Lastly, I examine the role of accounting quality in securities lawsuits prior to and following the 

passage of the Private Securities Litigation Reform Act (PSLRA).
3
  

I use several measures of accounting quality offered by prior research as proxies for 

earnings management and reporting opacity. I use discretionary current accruals and one-time 

charges as indicators of potential earnings management measures.
 4, 5

 Based on the accrual 

                                                   
3
 The PSLRA was passed in 1995 in an effort to limit frivolous securities litigation. 

4
 The accounting literature has made the argument that abnormal accruals are a proxy for earnings management; see 

Jones, 1991 and Dechow et al., 1995. 
5
 Meyers et al. (2007) show that managers use one-time charges (or special items) as an earnings management 

device to maintain a string of consecutive earnings increases. Collins et al. (1997) and Easton et al. (2000) show that 

earnings of firms with one-time charges have low value relevance. Marquardt and Weidman (2004) suggest that 

one-time items are easier, and less costly, to manage than recurring income statement items. 
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reliability model developed by White (2007), I also use the ability of reported accruals to map 

into future cash flows as a proxy for accruals quality.
6
 In addition to managing accruals, 

managers may take advantage of the reporting opacity in relation to research and development 

(R&D) expenditure and unrecorded intangible assets to mislead investors.
7
 Since the future 

benefits of these assets are difficult to predict reliably, managers may make misleading claims 

regarding the future earnings potential of these assets. I expect these accounting quality proxies 

to provide early signals of case merit. 

My analysis examines litigated firms relative to a control sample of at-risk firms (i.e., 

firms that face litigation risk as indicated by large, negative stock returns). The empirical results 

show that the accruals of firms involved in securities lawsuits do not map as well into future cash 

flow realizations as those of the at-risk sample of firms. This lower reliability of reported 

accruals of the litigation sample suggests that these firms may have been opportunistic in 

reporting earnings. Further, from a multivariate logistic regression, I find that the probability of a 

lawsuit increases significantly with discretionary current accruals and variables reflecting 

reporting opacity, even after controlling for return performance, hard evidence events such as 

restatements and auditor turnover, and other litigation-related factors. These results indicate that 

the average class action lawsuit is filed legitimately based on the probability of wrongdoing as 

proxied by the firm’s accounting quality.  

                                                   
6
 The underlying premise for the model in White (2007) is that reliable accruals articulate directly with the cash 

flows that they purport to represent. He argues that the degree to which reported accruals actually translate into 

future cash flow realizations should be used to draw inferences about managers’ opportunism in reporting earnings.  
7
 Chan et al. (2001) argue that intangible assets, specifically R&D, are difficult for investors to interpret; the 

accounting for these assets generally has limited predictive ability and complicates the task of equity valuation. 

While some believe that these expenditures result in future benefits, Chan et al. (2001) do not find higher return 

performance of R&D intensive firms relative to firms with no R&D. Further, Collins et al. (1997) show that 

earnings of intangible-intensive firms have low value relevance. The opacity of reporting creates an opportunity for 
managers to mislead investors. 
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While my results suggest that on average the decision to file a securities lawsuit is based 

on merit, it does not rule out the concern that a significant percentage of lawsuits filed may still 

be frivolous. In comparing lawsuits that were dismissed or withdrawn with those resulting in 

high settlements, I find that cases that were resolved with high settlement amounts have lower 

accounting quality. The accruals of the high settlement sample do not map as well into future 

cash flows as those of the dismissed sample. A multivariate tobit regression of settlement 

amounts on accounting quality variables indicates that accounting quality variables have 

predictive power for settlement outcomes even after controlling for stock price decline, earnings 

performance, SEC investigations and restatements. Furthermore, the results are robust even after 

controlling for potential selection biases using a selection model. In total, the empirical results 

demonstrate that ex ante accounting quality variables are a leading indicator of lawsuit filings 

and outcomes.   

The article proceeds as follows. Section II develops the hypotheses, Section III discusses 

the data and sample selection, Section IV outlines the research methods and empirical results, 

Section V examines the impact of the PSLRA and Section VI concludes.  

 

II. HYOPOTHESIS DEVELOPMENT 

The merit of securities lawsuits and their role in managerial monitoring has been a topic 

of interest for academics and practitioners for the past two decades. In the early 1990s, the 

business community, the financial press and politicians argued that securities lawsuits were often 

filed when there was a significant decline in a firm’s stock price irrespective of any culpability 

by the firm (Coffee, 2006).  The PSLRA was passed in 1995 as an effort to limit frivolous 
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securities litigation. There is mixed opinion on whether or not the PSLRA achieved its goal. The 

frequency of securities lawsuit filings initially declined following the PSLRA but the decline 

subsequently reversed (Perino, 2003). Choi et al. (2009) document that “hard evidence” in the 

form of accounting restatements and SEC actions became more important following the passage 

of PSLRA, but conjecture that many cases with merit are no longer prosecuted due to the higher 

evidentiary requirements.  

The financial press continues to echo the general opinion that stock price declines often 

result in frivolous lawsuits which force innocent companies into settlement agreements: 

... few, if any, of these [securities] suits had any real merit in the first place. 

Several … are the kind of ‘shakedown’ suits … filed in response merely to a drop 

in the company's share price, which [the plaintiff] would use as an excuse to claim 

in a lawsuit that management had ‘misled’ shareholders. Companies typically 

settle these suits rather than endure costly and time-consuming litigation.
8
 

 

The prevalent belief in the existence of frivolous litigation and irrational settlement amounts 

continues to influence public policy debates. New York politicians Mayor Bloomberg and 

Senator Schumer (2007) argue that “the prevalence of meritless securities lawsuits and 

settlements in the U.S. has driven up the apparent and actual cost of business – and driven away 

potential investors.” Their report identifies changes in the stock price and stock price volatility as 

principal determinants for security lawsuit filings. There seems to be a perception that firms 

experiencing stock price declines are at-risk for securities litigation and that innocent companies 

settle lawsuits without regard to the evidence associated with the allegations.  

Alexander (1991) studies a sample of securities class action lawsuits related to IPOs of 

computer companies. She finds that suits were filed against every company whose stock 

                                                   
8
 The Trial Lawyers’ Enron, The Wall Street Journal, July 7, 2008. 
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significantly declined following the IPO and that the cases settled at an apparent “going rate” of 

approximately one quarter of the potential damages alleged in the complaint. She concludes that 

case merit does not appear to be a significant factor in determining the outcome of these cases.  

While a stock price decline is required to claim damages, the stock price decline must have been 

caused by the revelation that previously disseminated information was intentionally misleading 

for a case to be meritorious.  

Certainly not every incidence of stock price decline indicates that wrongdoing has 

occurred. For a lawsuit to have merit, a stock price decline must have been caused by an attempt 

to mislead the market.
9
 A stock price decline can be the result of an economic shock that 

negatively affects operating and financial performance. Alternatively, a stock price decline can 

be the result of a correction of the stock’s overvaluation sustained by managerial actions that 

destroy value (Jensen, 2005).  

When firms are overvalued, earnings expectations are set too high, resulting in economic 

earnings that fall short of the target. This factor provides incentives for firms to manage reported 

earnings in an attempt to mislead the market and meet expectations.
10

 If the divergence between 

expectations and economic outcomes continues to occur over subsequent periods, eventually the 

gap will be too large to be overcome through real or cosmetic earnings management activities. 

                                                   
9
 Sections 11 and 12 of the 1933 Securities Act state that liability arises if any communication relating to the initial 

sale of a security “contained an untrue statement of a material fact or omitted to state a material fact required to be 

stated therein or necessary to make the statements therein not misleading.” Similarly, Section 18 of the 1934 

Securities Exchange Act states that “Any person who shall make or cause to be made any statement, which was at 

the time and in the light of the circumstances under which it was made false or misleading with respect to any 

material fact, shall be liable.”  
10

 Jensen’s theory of overvaluation can be better understood by sequentially applying prospect theory (Kahneman 

and Tversky, 1979). Under prospect theory, decision makers assess the value of prospects based on whether the 

prospect results in a gain or a loss relative to the reference point. The shape of the value function implies that people 

are risk seeking in an attempt to avoid losses and risk averse for gains. Thus, managers are likely to engage in risky 
earnings management behavior to avoid disappointing the market.   
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As a consequence, a subsequent corrective disclosure will result in a share price decline and loss 

of shareholder value. This bad news disclosure is due to previous managerial manipulation 

activities as opposed to an economic shock. Thus, the merit of a case should be determined by 

the cause of the negative information conveyed in the disclosure and not simply by the presence 

of bad news.
11

  

Previous literature has demonstrated that litigation risk is based on the magnitude and 

properties of stock returns, share turnover, firm size, and industry. Studies in the law and 

economics literature estimate litigation risk by relying on the incentives of attorneys as estimated 

by factors relating to damage calculations. Damages are generally assumed to be increasing in 

negative returns and firm size. Similarly, Lys and Watts (1994) suggest that audit firms are 

targeted as defendants in lawsuits for their deep pockets, which reflect an ability to pay larger 

damage awards. 

In addition to the incentives for collecting damage awards, litigation risk also should be 

influenced by variables reflecting evidence of wrongdoing and case merit. Empirical studies 

specifically relating to auditor litigation, which represents approximately 20% of all securities 

lawsuits, do link accounting measures of case merit to litigation risk. Stice (1991) finds that his 

model of auditor litigation, which is based on return performance, auditor characteristics and 

accruals, outperforms a naïve model of auditor litigation based on prior probabilities and relative 

error costs. Lys and Watts (1994) find that accounting manipulation and audit structure are 

                                                   
11

 The difference between an economic shock disclosure and a corrective disclosure can be seen when comparing the 

lawsuits brought against Department 56, Inc. and Tyco International Ltd. Both companies experienced stock price 

declines of more than 60% over the alleged damage period. Department 56, Inc. had problems implementing an 

inventory management system which negatively impacted sales. Tyco International, Ltd. had extensive accounting 

irregularities and fraud. The outcomes of the two cases were very different. The case against Department 56, Inc. 

was dismissed and no settlement was paid while the case against Tyco International, Ltd. resulted in a settlement of 

$2.975 billion. 
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associated with the likelihood of auditor litigation. Similarly, Henninger (2001) finds that 

abnormal accruals are a significant predictor of auditor litigation. Auditor litigation also is found 

to be increasing in events providing hard evidence of wrongdoing, such as SEC enforcement 

actions (Carcello and Palmrose, 1994). Another set of studies indicates the increased importance 

of “hard evidence” events such as accounting restatements (Palmrose et al., 2004; Johnson et al., 

2007) and SEC enforcement actions (Cox and Kiku, 2003) as determinants of settlement 

amounts. However, less than 20% of the litigation sample experiences these hard evidence 

events. Thus, whether outcomes of the general sample of securities lawsuits reflect case merit 

based on accounting evidence remains an open question. 

More recent studies link litigation and earnings management in small sample settings. 

DuCharme, Malatesta and Sefcik (2004) examine earnings management and litigation in the IPO 

setting. DuCharme et al. (2004) hypothesize that earnings preceding public offerings are 

opportunistically managed upward to obtain higher proceeds. The authors’ alternate hypothesis is 

that managers accurately report earnings prior to the offering to signal validity and minimize 

litigation risk. They find that earnings are opportunistically managed prior to public offerings. 

Furthermore, they find that abnormal accruals are positively associated with the incidence of 

litigation and settlement amounts. These authors conclude that litigation risk does not deter 

earnings management prior to public offerings. Johnson et al. (2007) examine litigation of firms 

in the computer software and hardware industries and find that abnormal accruals increase the 

likelihood of a litigation filing and a positive settlement. An unanswered empirical question is 

whether or not the relationship will hold for a broader sample of firms.    

I test the effectiveness of litigation as a managerial monitoring mechanism by comparing 
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a sample of firms that have faced securities lawsuits with a control sample of firms that are 

potential targets for litigation. Earlier empirical studies have compared litigation firms with non-

litigation control samples selected based on industry (Alexander, 1991; Johson et al., 2007), 

earnings levels (Francis et al., 1994), public offerings (DuCharme et al., 2004) and the 

Compustat population of firms (Rogers et al., 2005). Since attorneys only have incentives to 

prosecute cases where plaintiffs have suffered losses, I use a sample of firms that have 

experienced extreme negative stock price performance as my control sample and do not limit the 

at-risk or litigation samples based on industry. 

My study examines whether the litigation system prosecutes and punishes firms 

consistent with case merit as evidenced by the firm’s accounting quality prior to the lawsuit. 

Nearly all securities lawsuits allege that the firm made misrepresentations and misleading 

disclosures during the damage period. I argue that managers’ tendency to misrepresent and 

mislead can be proxied by the quality of the firm’s accounting disclosures. I measure accounting 

quality primarily through discretionary current accruals, one-time charges and variables that 

capture reporting opacity. Higher discretionary accruals may indicate that earnings are being 

managed upwards and that accounting quality is poor. I expect discretionary accruals to be 

positively related to lawsuit filings and outcomes. The lack of association between cash flows 

and accruals is another metric for accounting quality (Dechow and Dichev, 2002).
12

 This concept 

has been developed into an accrual reliability model which uses indicator and interaction 

                                                   
12

 Dechow and Dichev (2002) propose that the 5-year firm-specific standard deviation of the residual from the 

regression of changes in working capital accruals on past, present and future operating cash flow levels can be used 

as a measure of accounting quality. While the Dechow and Dichev measure is intuitively appealing, its computation 

requires at least seven years of data. I do not use this measure because data requirements to calculate the measure 

would significantly reduce the size and induce survivorship bias in the litigation sample. Furthermore, the five-year 

window over which the Dechow and Dichev measure is calculated will likely dilute the impact of the accounting 
quality over the specific period of interest (i.e., the damage period or the alleged period of wrongdoing identified in 

court documents). 
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variables to test the ability of suspect accruals to translate into future cash flows (White, 2007).  

In addition to accruals manipulation, managers may attempt to “dress up” operating 

earnings by shifting expenses to one-time charges (Easton et al., 2000). One-time charges could 

indicate lower accounting quality and would be expected to be positively related to lawsuit 

filings and outcomes. Alternatively, one-time charges could be indicative of economic distress in 

the form of restructuring charges and asset write-offs/write-downs and not of poor accounting 

quality. If that is generally the case, I will not observe a positive association between one-time 

charges and lawsuit filings and moreover, cases filed on the basis of one-time charges may have 

a greater association with dismissals.  

In addition to management of accruals and one-time charges, managers may have more 

opportunities to overstate future prospects when the firm’s accounting is opaque. Chan et al. 

(2001) argue that firms with R&D and other intangible assets are inherently more difficult for 

investors to value. Similarly, Barth et al. (2001) argue that accounting disclosures relating to 

R&D and intangible assets are generally not informative of the future benefits from these assets 

and that the opaque reporting results in information asymmetry between managers and investors. 

This asymmetric information dynamic creates an opportunity for managers to make misleading 

statements with respect to the future benefits of R&D and intangible assets. Thus, I hypothesize 

that firms with opaque accounting have greater opportunities to mislead investors and thus have 

lower accounting quality.  

R&D expense can be used as a proxy for a firm’s reliance on developing technologies 

and thus is one measure of accounting opacity. Feltham and Ohlson (1995) suggest that 

unrecorded intangible assets are a characteristic of conservative accounting. Beaver and Ryan 
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(2005) empirically measure conservatism arising from unrecorded intangible assets with the 

market-to-book ratio. Similarly, Harford (1999) uses the market-to-book ratio as a measure of 

information asymmetry between investors and managers arising from unrecorded intangible 

assets. Thus, I use the market-to-book ratio as a proxy for unrecorded intangible assets.  

 

III. DATA AND SAMPLE SELECTION 

My sample consists of firms involved in securities class action lawsuits (the litigation 

sample) resolved during the period 1984 to 2006. Data for the litigation sample is obtained from 

the Woodruff-Sawyer & Co. Shareholder Action database.
13

 Decisions lacking the lawsuit filing 

date, the damage period or the case outcome are excluded from the litigation sample.
 
The 

litigation sample consists of 1,979 observations with required data to perform the empirical tests.  

I obtain return data from the CRSP database and accounting data from the Compustat annual 

database.  

Securities lawsuits in the litigation sample have an average damage period of one year, 

and on average, take two and a half years from the lawsuit filing date to be resolved. Table 1 

reports descriptive statistics relating to settlement amounts. Over one third of cases in the 

litigation sample are resolved with a dismissal or settlement of zero dollars. The highest 

settlement amount observed in the sample is over $8 billion and the mean (median) settlement is 

$22.71 million ($2.25 million).
14

 Settlement amounts discussed in the remainder of the article 

have been scaled by lagged total assets. Settlement amounts range from zero to 1.93 times lagged 

total assets. The mean (median) settlement amount for all cases in the litigation sample is 9.7% 

                                                   
13

 I thank Bill Ballowe and Priya Cheria Huskins for providing me with the litigation data.  
14

 The highest settlement in the sample is Enron. 
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(less than 1%) of lagged total assets. The median scaled settlement for cases with non-zero 

settlements is 4.3%. 

The litigation sample is separated into three subsamples: (i) cases that were dismissed, 

withdrawn or settled for $0 (Dismissed), (ii) cases for which the settlement amount is less than or 

equal to the median non-zero settlement (Low settlement), and (iii) cases with settlement 

amounts greater than the median (High settlement).
 
This classification results in approximately 

equal number of observations across the three subsamples (i.e., 36% are dismissed, 32% are low, 

32% are high). For each litigation firm, I define the month with the lowest stock return during 

the damage period as the “disclosure month.” This definition assumes that the month with the 

worst stock price performance is the month when the market learned of the information that 

triggered the lawsuit. 

Table 1 

Settlement amounts 

 
 

(i) (ii) (iii) (iv)

Sample Litigation Dismissed Low High

Gross Settlement ($Millions)

Minimum 0.00 0.00 0.01             0.29             

Maximum 8,011.20   0.00 1,100.00      8,011.20      

Mean 22.71        0.00 18.01           52.42           

Median 2.25          0.00 4.93             6.13             

Standard Deviation 255.08      0.00 63.48           443.32         

Settlement Scaled by Lagged Total Assets

Minimum 0.0000 0.00 0.0000 0.0429

Maximum 1.9329 0.00 0.0427 1.9329

Mean 0.0967 0.00 0.0141 0.2858

Median 0.0088 0.00 0.0104 0.1309

Standard Deviation 0.2617 0.00 0.0120 0.3994

N 1,979        703             638              638              
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I identify a control sample of firms that are at-risk for litigation based on extreme 

negative one-month stock returns. For each year, a firm is classified as at-risk if in any month (i) 

its return is negative and (ii) falls in the lowest percentile of returns in CRSP for that month. The 

mean (median) CRSP cutoff return to determine the at-risk sample (i.e., the monthly cutoff for 

the lowest percentile) is -32.4% (-29.60%). Firms in the at-risk sample also are required to have 

analyst following to ensure that the company has sufficient visibility to become a litigation 

target. The at-risk control sample is comprised of 1,446 observations.
15

  

 

IV. RESEARCH METHODS AND EMPIRICAL RESULTS 

Accrual Reliability Tests 

Accruals represent revenue/expenses that are recognized before cash is received/paid. 

One test of accounting quality is to see how accruals from period t articulate into cash flows in 

the subsequent period t+1 (White, 2007). The accrual reliability tests assume that cash flows in 

period t relate to transactions impacting earnings of the previous, current and subsequent periods. 

If accrued revenues and expenses from period t fail to articulate to cash in the subsequent period 

t+1, then the accruals and earnings in period t are less reliable and the firm’s accounting quality 

is in question (White, 2007).  

                                                   
15

 The results are robust to alternate definitions of the at-risk sample. The results are robust to eliminating the analyst 

coverage constraint. Similarly, the results are robust to market capitalization constraints.  Prior research has 

indicated that market capitalization is significantly related to lawsuit filings. The mean market capitalization of the 

at-risk sample is smaller than that of the litigation sample. As a robustness check, firms with market capitalization of 

less than $150MM, which is the first quartile of pre-damage period market capitalization for the litigation sample, 

are eliminated from the at-risk sample and the results are consistent with the results reported in the paper. The 

lowest percentile cutoff for the at-risk sample may be too restrictive since only 49% of the litigation sample would 

also be classified as at-risk. An alternate at-risk sample defined relative to the fifth percentile of returns would 
classify 81% of the litigation sample as at-risk-p5; the results comparing the at-risk-p5 and the litigation samples are 

stronger than the results discussed in the paper. 
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Accruals represent transactions affecting earnings from the previous period that will 

impact cash in the current period. Current period cash flows (CPCF) represent transactions that 

impact cash and earnings in the current period. Deferrals represent transactions that impact cash 

in the current period that will translate into earnings in the subsequent period. The empirical 

model is: 

CFOt+1 = 0 + 1Accrualst +2CPCFt + 3Deferralst+1 + t+1 

CFOt+1 is cash flows from operations (Compustat data308). Accrualst are defined as accounts 

receivables (Compustat data2) less inventory accruals less other current liabilities (Compustat 

data72), all at date t. The inventory accrual is the difference between accounts payable 

(Compustat data70) and inventory (Compustat data3) at date t, when accounts payable exceeds 

inventory. Accruals are expected to map positively into future cash flows. CPCFt is defined as 

current period’s operating income before depreciation (Compustat data13) less accruals from the 

current period t plus deferrals from the previous period t-1. CPCFt is included as a control 

variable to proxy for cash earnings related to period t+1 and is expected to be positively related 

to CFOt+1. Deferralst are the sum of other current assets (Compustat data68) and the inventory 

deferral. The inventory deferralt is the difference between inventory (Compustat data3) and 

accounts payable (Compustat data70) at date t, when the inventory balance is greater than 

accounts payable. Since deferrals represent cash paid prior to incurring an expense, deferrals in 

t+1 are expected to be negatively associated with CFOt+1. All variables are scaled by lagged total 

assets and observations are winsorized at the top and bottom 1%. The variables are defined in 

Appendix A. 
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The accrual reliability test is estimated by interacting accruals with an indicator variable 

(I) that equals one for a firm in the litigation sample and zero for an at-risk firm:  

   CFOt+1 = 0 +  1Accrualst + 4CPCFt + 3Deferralst+1 + 4I + 5(Accrualst*I) + 't+1   

A negative coefficient on the accruals interaction term indicates that the association of accruals 

with next-period cash flows is lower relative to the control sample, suggesting low accrual 

reliability of the litigation sample in period t.  

The accrual reliability tests are based on a sample of 916 at-risk and 1,343 litigation 

firms.
16

 The tests examine accruals for the fiscal year ended prior to the disclosure month (i.e., 

the worst month in the damage period) for the litigation sample or the at-risk month for the 

control sample. The fiscal year prior to the disclosure or at-risk month is denoted as period t.  

Table 2 reports descriptive statistics of the accrual reliability variables. Median Accruals 

and Deferrals are both significantly higher for the litigation sample relative to the at-risk sample. 

Interestingly, mean and median accruals of the high settlement subsample are significantly 

greater than those of the dismissed and low settlement subsamples. The correlations among the 

variables (reported in Panel C) are as expected; Accruals and CPCF are positively correlated 

with CFO while Deferrals are negatively correlated with CFO. 

  

                                                   
16

 The sample size is lower than that discussed in the data section because the accrual reliability tests require data 
from the statement of cash flows. The statement of cash flows was not broadly available until 1988, thus, 

observations prior to 1988 have been excluded from the accrual reliability tests. 
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Table 2 

Descriptive statistics of accrual reliability variables 

Panel A: Comparing the litigation and at-risk samples 

 

Panel B: Comparing the dismissed, low and high settlement samples 

 
Panel C: Spearman and Pearson Correlations 

 
Table 2 reports descriptive statistics of the accrual reliability variables. Panel A reports mean and median 

variable values for the litigation and at-risk samples. The difference in the means and medians are 

reported in columns (iii) and (vi) respectively. Panel B reports mean and median variable values for the 

dismissed, low and high settlement samples. The difference in the means and medians are reported in 

columns (iv) and (viii) respectively. Significance levels for the difference in means and medians are 

based on one-sided t-tests and Wilcoxon signed rank tests respectively. Panel C reports the correlations 

among the accrual reliability variables. Spearman correlations are reported above the diagonal while 

Pearson correlations are reported below the diagonal. P-values are reported below the correlations.  

 

(i) (ii) (iii) (iv) (v) (vi)

Statistic Mean Mean Difference Median Median Difference

Sample At-Risk Litigation (L - AR) At-Risk Litigation (L - AR)

CFOt+1 0.0098 0.0056 -0.0042 0.0428 0.0527 0.0099

Accrualst 0.0315 0.0599 0.0284 *** 0.0197 0.0467 0.0270 **

CPCFt 0.0947 0.0800 -0.0147 0.1102 0.1081 -0.0021

Deferralst+1 0.1185 0.1307 0.0122 * 0.0618 0.0770 0.0152 **

N 916          1,343       916          1,343       

(i) (ii) (iii) (iv) (v) (vi) (vii) (viii)

Statistic Mean Mean Mean Difference Median Median Median Difference

Sample Dismissed Low High (H - D) Dismissed Low High (H - D)

CFOt+1 0.0415 0.0584 -0.0822 -0.1237 *** 0.0787 0.0611 -0.0081 -0.0868 ***

Accrualst 0.0384 0.0685 0.0722 0.0338 ** 0.0340 0.0421 0.0674 0.0334 **

CPCFt 0.0950 0.1196 0.0257 -0.0693 *** 0.1258 0.1357 0.0531 -0.0727 ***

Deferralst+1 0.1227 0.1167 0.1524 0.0297 ** 0.0782 0.0721 0.0871 0.0089

N 442          450   451     442          450      451      

Settlement CFOt+1 Accrualst CPCFt Deferralst+1

Settlement 1.0000 -0.0874 0.1187 -0.0735 0.0726

<.0001 <.0001 0.0005 0.0006

CFOt+1 -0.2224 1.0000 0.0261 0.5047 -0.0064

<.0001 0.2146 <.0001 0.7605

Accrualst 0.0096 0.0884 1.0000 -0.3103 0.2381

0.6481 <.0001 <.0001 <.0001

CPCFt -0.1312 0.5534 -0.3213 1.0000 0.3197

<.0001 <.0001 <.0001 <.0001

Deferralst+1 0.1437 -0.1468 0.1451 0.2729 1.0000

<.0001 <.0001 <.0001 <.0001
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Table 3 reports the regression results of the accrual reliability tests. As expected, 

Accrualst and CPCFt map positively while Deferralst+1 map negatively into CFOt+1. Column (i) 

reports a significantly negative coefficient on the Accruals*Litigation interaction term, 

suggesting that the litigation sample has less reliable accruals relative to the at-risk sample. 

Column (ii) reports the accrual reliability of the dismissed, low and high settlement subsamples 

relative to the at-risk sample. The accruals of all three outcome levels negatively map into 

CFOt+1.  

Table 3 

Accrual reliability regressions 

 
Table 3 reports the results of the accrual reliability tests of the litigation sample relative to the at-risk 

sample. The regression tests the mapping of accruals into future cash flows:  

CFOt+1 = 0 + 1Accrualst + 2CPCFt +3Defferalst+1 + 4Indicator + 5(Accrualst*I) + 
Two dimensional clustered standard errors correct for cross correlation in the error term and were used to 

calculate t-statistics. Column (i) reports the accrual reliability of the litigation sample. Column (ii) reports 

the accrual reliability of the three outcome levels (i.e., dismissed, low or high). The last row of the table 

reports and tests the difference between the high and dismissed accrual interaction term using an F-test. 

Column (iii) reports the accrual reliability of the litigation sample based on settlement amounts.  

Indicator

Dependent Variable

Expected Sign Coefficient p-value Coefficient p-value Coefficient p-value

Intercept (?) -0.0040 0.1494   -0.0051 0.2497   0.0000 0.2497   

Accrualst (+) 0.7846 <0.0001 0.7788 <0.0001 0.7136 <0.0001

CPCFt (+) 0.8178 <0.0001 0.8110 <0.0001 0.8082 <0.0001

Deferralst+1 (-) -0.7460 <0.0001 -0.7299 <0.0001 -0.7180 <0.0001

Litigation Indicator (?) 0.0036 0.1734   

Accruals * Litigation (-) -0.1482 0.0025   

High Indicator (?) -0.0276 0.0565   

Accruals * High (-) -0.2126 0.0167   

Low Indicator (?) 0.0048 <0.0001

Accruals * Low (-) -0.0940 0.0194   

Dismissed Indicator (?) 0.0322 <0.0001

Accruals * Dismissed (?) -0.0810 0.0678   

Settlement Amount (?) -0.1374 0.0429   

Accruals * Settlement Amount (-) -0.5895 0.0284   

N 2,259        2,259           2,259        

Adjusted R-square 0.5416      0.5487         0.5460      

F-test of the difference Difference p-value

Accruals*High - Accruals*Dismissed -0.1316 0.0391

(i) (ii) (iii)

Litigation Outcome Level Settlement Amount

CFOt+1 CFOt+1 CFOt+1
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The results also suggest that the accrual reliability differs across subsamples of outcome 

levels. The interaction coefficients are negative and monotonically increasing in magnitude with 

outcome level. The Accruals*High coefficient estimate is -0.2126 while the Accruals*Dismissed 

coefficient estimate is -.0810. The last row of the table also reports that the difference in 

interaction coefficient estimates of the high settlement and dismissed samples is significant, 

indicating lower accrual reliability for the high settlement sample relative to the dismissed 

sample. Column (iii) reports the accrual reliability of the litigation sample using settlement 

amounts. The Accruals*Settlement coefficient is significantly negative indicating that accrual  

reliability deteriorates as the settlement amount increases. Overall, the results of the accrual 

reliability tests support the hypothesis that accounting quality varies with case outcome level and 

that accounting data is used by the litigation system to differentially prosecute and punish firms.  

 

Accounting Quality As A Predictor Of Litigation Filings And Outcomes 

I use four types of regression analysis to examine whether or not ex ante measures of 

accounting quality can predict the incidence of litigation as well as its outcome: (1) a logistic 

regression estimating the likelihood of litigation, (2) an ordered logit regression estimating case 

outcome levels, (3) a tobit regression explaining settlement amounts and (4) a selection 

correction model that jointly estimates the likelihood of litigation and settlement amounts using 

maximum likelihood techniques. The independent variables of interest are proxies for accounting 

quality that reflect earnings management behavior and reporting opacity. Hard evidence events 

and controls for earnings, return characteristics, and firm size are also used as additional 

independent variables. The general empirical model is: 
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Litigation Filings/Outcomes =  + Discretionary Current Accrualst + 

One-time Chargest + R&D Intensityt + Market-to-bookt + Restatement + 

Auditor Turnover + SEC Investigation + Minimum Daily Returnst +

Standard Deviation of Returnst +   Return Skewnesst +  Share Turnovert + 

Betat +EarningstFirm Sizet + νt 

 

All of the accounting variables represent data from the fiscal year ended prior to the 

disclosure month (i.e., the worst month in the damage period) for the litigation sample, and prior 

to the at-risk month for the control sample. Discretionary current accruals are estimated as the 

difference between current accruals and non-discretionary current accruals; non-discretionary 

current accruals are estimated from industry-year regressions of current accruals on sales. One-

time charges are the sum of special items (Compustat data17) and extraordinary items and 

discontinued operations (Compustat data48), multiplied by negative one. Variables that capture 

reporting opacity include R&D intensity measured as R&D expense (Compustat data46) and the 

market-to-book ratio as a proxy for unrecorded intangible assets. The market-to-book ratio is 

calculated as common shares outstanding (Compustat data25) multiplied by the closing price 

(Compustat data199), divided by book value of common equity (Compustat data60).
17

 All 

accounting variables other than the market-to-book ratio are scaled by lagged total assets. The 

construction of the variables is described in Appendix A. 

Higher values of discretionary current accruals and one-time charges are likely to indicate 

potential earnings management, and higher R&D intensity and market-to-book ratios are likely 

to indicate less accounting transparency and greater opacity. Thus, I expect these accounting 

quality variables to be positively related to litigation incidence and settlement amounts.  

                                                   
17

 The tests were repeated using an indicator variable based on industry SIC. The intangible-intensive industry 

variable was insignificant.  
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Hard evidence events including restatements, auditor turnover and SEC investigations are 

included as indicator variables.
18

 Firms restating their financial statements are identified from the 

U.S. Government Accountability Office (GAO) restatement database. Auditor turnover is 

obtained from Compustat (Compustat data149). Data pertaining to SEC investigations for the 

litigation sample is obtained from the Woodruff-Sawyer database. The hard evidence events are 

expected to increase the likelihood of litigation and settlement amounts. 

Consistent with prior research on securities litigation, return characteristics of sample 

firms are used as control variables in the analysis. Return characteristics including minimum 

daily returns, standard deviation of returns, return skewness, share turnover and market beta are 

measured using daily returns from the CRSP database over a one-year period ending with the 

disclosure month or the at-risk month. Minimum daily returns are expected to be negatively 

related to settlement amounts because larger negative returns increase estimated damage claims. 

Share turnover indicates a higher number of shareholders may claim damages, thus increasing 

the stakes of the litigation. Share turnover is expected to be positively related to litigation and 

settlement amounts. Consistent with prior literature, return skewness is expected to be negatively 

related to litigation incidence, since extreme negative stock performance may drive litigation. 

Standard deviation of daily returns and market beta, both proxies for firm risk, are expected to 

increase the likelihood of litigation and settlement amounts.  

In addition, I use earnings performance as a control variable. Firms with negative 

earnings would have a lower ability to pay damages and would be less likely to have engaged in 

                                                   
18

 Data for accounting restatements is not available from the GAO database prior to 1997 and hence is not 

considered in the PSLRA analysis. Similarly, less than 1% of the pre-PSLRA litigation sample was coded in the 

Woodruff-Sawyer litigation database as having a concurrent SEC investigation. Probably data relating to SEC 
investigation was only captured for litigation observations in the post-PSLRA period and thus SEC investigations 

are not considered in the PSLRA analysis.  
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earnings manipulation. Thus, I expect earnings before extraordinary items (Compustat data18) to 

be positively related to litigation incidence and settlement amounts. The log of lagged total assets 

(Compustat data6) is used as a proxy for firm’s deep pockets and also is used as a control; firm 

size is expected to increase the likelihood of litigation and settlement amounts.  

Table 4 reports descriptive statistics of the accounting quality variables and compares the 

litigation and at-risk samples. The univariate statistics suggest that the accounting quality of the 

litigation sample is lower than the at-risk sample. Mean one-time charges, R&D intensity and the 

market-to-book ratios are higher for the litigation sample than the at-risk sample. These variable 

means indicate lower accounting quality for the litigation sample relative to the at-risk sample. 

Mean discretionary current accruals of the litigation sample are higher than the at-risk sample; 

however, the difference is insignificant. Approximately 16% of the litigation sample announced 

a restatement compared to only 3% of the at-risk sample.
19

 Auditor turnover is higher for the 

litigation sample, 12%, compared to the at-risk sample, 8%.  

Table 5 reports the results of the logistic regression testing the predictive ability of 

accounting quality on the incidence of litigation. The results indicate that ex ante measures of 

accounting quality, namely discretionary current accruals and the market-to-book ratio, increase 

the likelihood of litigation after controlling for earnings and return performance. As expected, 

the hard evidence events of accounting restatements and auditor turnover also increase the 

likelihood of litigation. Inconsistent with my expectations, one-time charges and R&D intensity 

do not significantly impact the likelihood of litigation. Consistent with the deep pockets 

argument, firm size increases the likelihood of litigation. 

                                                   
19

 Some lawsuits were matched with multiple restatements. Note that the GAO restatement sample period only 

contains observations between 1997 through 2006. 



Journal of Forensic & Investigative Accounting 

Vol. 4, Issue 1, 2012 

 

  169 

 

Table 4 

Descriptive statistics of the litigation likelihood variables 

Panel A: Comparing the litigation and at-risk samples 

 
Panel B: Spearman and Pearson correlations 

 
Panel A reports mean and median variable values for the litigation and at-risk samples. The difference in the 

means and medians are reported in columns (iii) and (vi) respectively. Significance levels for the difference 

in means and medians are based on one-sided t-tests and Wilcoxon signed rank tests respectively. 

Significance levels of <.0001, <.01 and <.05 are denoted with ***, ** and * respectively. 

Panel B reports the correlations among the litigation likelihood variables. Spearman correlations are reported 
above the diagonal while Pearson correlations are reported below the diagonal. The p-values of the 

correlations are reported below the correlations. 

 

 

(i) (ii) (iv) (v)

Statistic Mean Mean Median Median

Sample At-Risk Litigation At-Risk Litigation

Discretionary Current Accruals 0.018 0.023 0.005 0.008 0.007 -0.001

One-time Charges 0.032 0.051 0.019 *** 0.000 0.000 0.000 **

R&D Intensity 0.113 0.152 0.039 *** 0.028 0.028 0.000

Market-to-book 4.234 6.000 1.766 *** 2.847 3.752 0.905 ***

Restatement 0.033 0.156 0.123 *** 0.000 0.000 0.000 ***

Auditor Turnover 0.084 0.122 0.037 ** 0.000 0.000 0.000 ***

Disclosure month return -0.347 -0.343 0.004 -0.333 -0.333 0.000

Minimum daily return -0.277 -0.284 -0.007 -0.249 -0.256 -0.008

Standard deviation of returns 0.048 0.050 0.002 ** 0.045 0.046 0.001

Return skewness -0.714 -0.773 -0.059 -0.336 -0.385 -0.049

Share turnover 9.758 13.688 3.930 *** 7.164 10.626 3.462 ***

Beta 1.121 1.310 0.189 *** 1.029 1.227 0.199 ***

Earnings -0.071 -0.204 -0.134 *** 0.015 0.039 0.024 ***

Firm Size 5.011 5.630 0.619 *** 4.807 5.381 0.573 ***

N 1,446   1,979       1,446   1,979       

(iii) (vi)

Difference Difference

(L-AR) (L-AR)

Settlement

Discretionary 

Current 

Accruals

One-time 

Charges

R&D 

Intensity

Market-

to-book Restatement

Auditor 

Turnover

Settlement 1 0.0659 0.0185 -0.0240 0.0672 0.1951 0.1106

0.0001 0.2805 0.1598 <.0001 <.0001 <.0001

Discretionary Current Accruals 0.1336 1 -0.1024 -0.0632 -0.0178 -0.0098 -0.0006

<.0001 <.0001 0.0002 0.2973 0.5647 0.9716

One-time Charges 0.1051 -0.0754 1 0.0370 -0.0239 0.1051 0.0075

<.0001 <.0001 0.0306 0.1620 <.0001 0.6620

R&D Intensity 0.2170 -0.1323 0.3229 1 0.3821 -0.0351 -0.0352

<.0001 <.0001 <.0001 <.0001 0.0399 0.0396

Market-to-book 0.1498 -0.0567 0.1118 0.3478 1 -0.0146 -0.0043

<.0001 0.0009 <.0001 <.0001 0.3945 0.8023

Restatement 0.0902 0.0007 0.0949 -0.0136 -0.0111 1 0.0852

<.0001 0.9697 <.0001 0.4272 0.5167 <.0001

Auditor Turnover 0.1154 0.0012 0.0330 -0.0297 -0.0095 0.0852 1

<.0001 0.9454 0.0536 0.0824 0.5800 <.0001
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Table 5 

Litigation likelihood analysis 

 
Table 5 reports the logistic regression estimating the likelihood of litigation. The dependent variable is an 

indicator variable equal to one if the observation is from the litigation sample and zero if it is from the at-

risk sample. The probability of litigation is estimated with accounting quality variables, return 

characteristics, earnings and firm size:  

Probability(Litigation=1) =  + Discretionary Current Accrualst +  

One-time Chargest + R&Dt + Market-to-bookt + Restatement +  

Auditor Turnover + Minimum Daily Returnt +Standard Deviation of Returnst + Return 

Skewnesst +   Share Turnovert + Betat +EarningstFirm Sizet + νt 

P-values are reported next to the coefficient estimates.  

 

Most of the control variables are either insignificant or are significantly related to 

litigation incidence in the predicted direction. The coefficient on earnings, has a negative sign, 

which was opposite to my expectations. The negative coefficient on earnings indicates that firms 

with negative earnings are more likely to face litigation while profitable firms are less likely to 

face litigation. My expectation was that negative earnings would be symptomatic of economic 

distress and thus associated with a decreased likelihood of litigation. This result may suggest that 

Dependent Variable Expected Sign

Intercept (?) -1.941 <.0001

Discretionary current accruals (+) 0.522 0.0019

One-time charges (+) 0.127 0.3538

R&D intensity (+) 0.204 0.1765

Market-to-book (+) 0.036 <.0001

Restatement (+) 1.648 <.0001

Auditor turnover (+) 0.431 0.0004

Minimum daily return (-) 0.714 0.1024

Standard deviation of daily returns (+) -0.214 0.4789

Return skewness (-) -0.059 0.0575

Share turnover (+) 0.039 <.0001

Beta (+) 0.076 0.1114

Earnings (+) -0.318 0.0003

Firm size (+) 0.272 <.0001

N 3,425     

Pseudo R-square 0.1340

(i)

Litigation
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lawsuit filings are in part driven by earnings performance and that investors are more likely to 

sue firms for poor profitability.
20

  However, lawsuits stemming from negative profitability are 

possibly more likely to be dismissed. Overall, the results of the logistic regression suggest that ex 

ante measures of accounting quality, reflected by discretionary accruals and the market-to-book 

ratio, can identify firms that are likely to be prosecuted by the litigation system. My results 

indicate that on average securities lawsuits filed against companies have accounting evidence to 

support preliminary claims. Thus, on average these cases have merit and are not filed solely on 

the basis of a stock price decline. 

Table 6 reports descriptive statistics for the dismissed, low and high settlement 

subsamples. The results show distinct differences in accounting quality across subsamples. Mean 

discretionary current accruals are greater for the high settlement sample as compared to the 

dismissed sample. Mean one-time charges are also larger for the high settlement sample 

compared to the dismissed sample. Interestingly, the high settlement sample has lower measures 

of accounting opacity compared to the dismissed sample but the median differences are 

insignificant. The high settlement cases have a significantly higher frequency of restatements, 

auditor turnover and parallel SEC investigations relative to dismissed cases. Furthermore, the 

frequencies of these hard evidence events increase across the three subsamples. 11% of the 

dismissed firms, 16% of the low settlement sample and 20% of the high settlement sample 

announced an accounting restatement. Auditor turnover occurs in 8% of the dismissed sample, 

12% of the low settlement sample and 17% of the high settlement sample. Parallel SEC 

                                                   
20

 Consistent with the assertion that investors evaluate earnings relative to zero, earnings falling below zero are more 

salient and thus are more likely to elicit a response by investors to prosecute the firm. 



Journal of Forensic & Investigative Accounting 

Vol. 4, Issue 1, 2012 

 

  172 

 

investigations occur for 4% of the dismissed sample, 8% of the low settlement sample and 9% of 

the high settlement sample.  

Table 6 

Descriptive statistics of the litigation outcome variables for the dismissed, low and high 

settlement samples 

 
Table 6 reports mean and median variable values for the dismissed, low and high settlement samples. The 

difference in the means and medians are reported in columns (iv) and (viii) respectively. Significance 

levels for the difference in means and medians are based on one-sided t-tests and Wilcoxon signed rank 

tests respectively. Significance levels of <.0001, <.01 and <.05 are denoted with ***, ** and * 

respectively. 

 

The litigation outcome regressions are reported in Table 7. Results of the ordered logit 

model of outcome levels (i.e., dismissed, low or high settlement amounts) are reported in column 

(i). As expected, discretionary current accruals and one-time charges increase the likelihood of a 

high settlement outcome. The coefficients on R&D intensity and market-to-book ratio are both 

negative, although the coefficient on R&D intensity is insignificant. These results indicate that 

accounting opacity may decrease the likelihood of high settlement outcomes. The negative 

coefficient for the market-to-book ratio is in contrast with the results of Table 5 where 

accounting opacity as measured by the market-to-book ratio increased the likelihood of 

(i) (ii) (iii) (v) (vi) (vii)

Statistic Mean Mean Mean Median Median Median

Sample Dismissed Low High Dismissed Low High

Discretionary Current Accruals -0.015 0.023 0.065 0.080 *** -0.001 0.004 0.035 0.036 ***

One-time Charges 0.054 0.033 0.076 0.023 * 0.000 0.000 0.000 0.000

R&D Intensity 0.228 0.045 0.197 -0.032 0.070 0.000 0.076 0.006

Market-to-book 8.082 3.555 6.457 -1.625 *** 4.699 2.458 4.448 -0.251

Restatement 0.112 0.163 0.196 0.084 *** 0.000 0.000 0.000 0.000 ***

Auditor Turnover 0.081 0.118 0.171 0.090 *** 0.000 0.000 0.000 0.000 ***

SEC Investigation 0.038 0.082 0.086 0.048 *** 0.000 0.000 0.000 0.000 ***

Disclosure Month Return -0.372 -0.307 -0.341 0.031 *** -0.381 -0.308 -0.333 0.048 ***

Minimum Daily Return -0.281 -0.256 -0.316 -0.034 *** -0.253 -0.229 -0.292 -0.039 ***

Standard Deviation of Returns 0.056 0.040 0.054 -0.002 * 0.051 0.037 0.049 -0.002

Return Skewness -0.454 -1.114 -0.789 -0.335 ** -0.053 -0.720 -0.481 -0.428 ***

Share Turnover 15.823 9.586 15.958 0.135 12.261 6.915 13.384 1.123

Beta 1.410 1.135 1.379 -0.031 1.343 1.074 1.328 -0.014

Earnings -0.552 0.019 -0.221 0.331 *** 0.031 0.038 0.051 0.021 **

Firm Size 5.789 6.635 4.454 -1.335 *** 5.425 6.469 4.351 -1.073 ***

N 703 638 638 703 638 638

(H-D) (H-D)

(iv) (viii)

Difference Difference
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litigation. This result is driven by the high market-to-book ratio of the dismissed sample (see 

Table 6). This result indicates that wrongdoing may be alleged based on the lack of transparency 

for firms that rely heavily on unrecorded intangible assets but that successful prosecution relating 

to opaque accounting is more difficult and thus frequently results in dismissal. As expected, the 

hard evidence events of restatements, auditor turnover and SEC  investigations increase the 

likelihood of a high settlement outcome.
21

  

The coefficients for the control variables relating to return characteristics are generally 

consistent with the predicted sign. The negative coefficient on minimum returns indicates that a 

larger negative return will increase the likelihood of a high settlement. The coefficients for share 

turnover, beta and earnings are all positive. While earnings are negatively associated with 

litigation likelihood (See Table 5), earnings performance is positively related to settlement 

outcomes. This could indicate that firms with negative earnings are more likely to be litigation 

targets but are less likely to be penalized with larger settlement amounts for a lack of 

profitability. Positive earnings may also indicate a company’s ability to pay damage awards and 

thus profitable firms are more likely to result in higher settlement amounts.  Further, companies 

are more likely to manipulate financial reporting to obtain positive earnings rather than negative 

earnings. Thus positive earnings (as compared to negative earnings) increase the probability that 

wrongdoing caused the stock price decline rather than an economic shock.  

 

                                                   
21

 Discussants and reviewers have suggested that cases with concurrent accounting restatements and / or SEC 

investigations may be driving the accounting quality results of the litigation likelihood and case outcome analysis. 

However, the reported results are robust to the exclusion of observations with accounting restatements and/or SEC 

investigations. This robustness check indicates that the results are not solely driven by observations with hard 
evidence events (i.e., SEC investigations or accounting restatements) and that accounting quality as measured 

through data in the financial statements is an important predictor of litigation and case outcome. 
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Table 7 

Litigation outcome analysis 

 
Table 7 reports the results of the litigation outcome regressions. Column (i) reports the results of an ordered logistic 

regression of the outcome level. The probability of a high, low or dismissed outcome is estimated with accounting 

quality variables, return characteristics, earnings and firm size:  

Probability(Settlement Level = Dismissed, Low or High) =  + ' +  

Discretionary Current Accrualst + One-time Chargest + R&Dt +  

 Market-to-book + Restatementt +  Auditor Turnovert + SEC Investigationt + Minimum Daily Return + 

Standard Deviation of Returnst + Return Skewness + Share Turnovert + Betat + Earningst +Firm 

Sizet +   
  

Column (ii) reports the tobit regression results which estimate the settlement amounts from accounting quality 

variables, return characteristics, earnings, firm size and a variable (sigma) to correct for biases caused by censoring 

of the settlement amount:  

Settlement =  + Discretionary Current Accrualst + One-time Chargest + R&Dt + Market-to-book + 

Restatementt + Auditor Turnovert + SEC Investigationt + Minimum Daily Return +  Standard Deviation 

of Returnst + Return Skewnesst + Share Turnovert +Betat + Earningst +Firm Sizet + Sigma + t

P-values are shown next to the coefficient estimates.  

 

The coefficients on the standard deviation of returns and firm size have signs opposite to 

my expectations. Greater return volatility may render damage claims more difficult to 

demonstrate. Larger standard deviation of returns reduces the t-statistic used to determine 

whether returns over a test period are significantly abnormal. Since abnormal return calculations 

Dependent Variable Expected Sign

Intercept (?) 1.817 <.0001 0.296 <.0001

Intercept (?) 3.370 <.0001

Discretionary current accruals (+) 0.371 0.0052 0.179 <.0001

One-time charges (+) 0.954 0.0005 0.042 0.1814

R&D intensity (+) -0.150 0.2265 0.189 <.0001

Market-to-book (+) -0.022 0.0002 0.000 0.3873

Restatement (+) 0.486 0.0001 0.046 0.0204

Auditor turnover (+) 0.506 0.0001 0.115 <.0001

SEC Investigation (+) 0.581 0.0010 0.156 <.0001

Minimum daily return (-) -2.815 <.0001 -0.518 <.0001

Standard deviation of daily returns (+) -31.139 <.0001 -4.433 <.0001

Return skewness (-) 0.079 0.0236 0.019 0.0043

Share turnover (+) 0.001 0.3807 0.000 0.4979

Beta (+) 0.219 0.0009 0.015 0.1114

Earnings (+) 0.137 0.0085 0.001 0.4520

Firm size (+) -0.388 <.0001 -0.052 <.0001

Sigma 0.311 <.0001

N 1,979    1,979    

Pseudo R-square 0.1715 0.2120

(i) (ii)

Outcome Level Settlement
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are frequently provided to the courts as preliminary evidence in securities lawsuit, increased 

volatility may actually increase the likelihood of a dismissal and thus decrease the likelihood of a 

high settlement. Firm size is negatively related to case outcomes indicating that larger firms are 

more likely to be targets of frivolous litigation. 

Since settlement amounts are censored at zero, an OLS regression of settlement amounts 

on accounting quality variables is inappropriate.  Column (ii) reports the results of the tobit 

regression of settlement amounts on accounting quality and opacity variables; the results 

corroborate the findings from the accrual reliability tests (Table 3) and outcome-level tests 

reported in column (i). Discretionary current accruals and R&D intensity have predictive ability 

for settlement amounts as do the hard evidence events. Each of these variables is positively 

related to settlement amounts. Coefficients for the control variables are consistent with the 

results discussed for column (i). The results of a selection model which jointly estimates the 

probit and tobit models using the maximum likelihood technique to correct for potential selection 

are consistent with Tables 5 and 6. For brevity they are not reported. 

 

  V. IMPACT OF THE PRIVATE SECURITIES LITIGATION REFORM ACT 

The Private Securities Litigation Reform Act was passed in 1995 in an effort to limit frivolous 

litigation. Since the objective of the Act was to reduce frivolous lawsuits, I expect accounting 

quality to play a greater role in determining case filings and outcomes following the Act. 

However the results reported in Table 8, Panel A do not support my expectations. While the 

accounting quality variables of discretionary current accruals, the market-to-book ratio and 

auditor turnover are significant predictors of litigation filings in both the pre- and post-PSLRA 
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periods, the coefficients are of a smaller magnitude in the post-PSLRA period. Generally the 

results suggest a decreased importance of accounting quality as a predictor of lawsuit filings 

following the passage of the PSLRA.
22 

Thus, assuming accounting quality is a proxy for 

managerial wrongdoing, my litigation likelihood results do not provide clear evidence of whether 

the overall goal of the Act to decrease frivolous litigation was attained. 

Although lawsuits filed in the post-PSLRA sample period did not appear to be based on 

greater accounting evidence, the PSLRA may have had an impact on case outcomes rather than 

case filings. Dismissals as a percentage of cases filed significantly increased in the post-PSLRA 

period (from 14% to 47%). This increase in dismissals may indicate that the Act increased the 

threshold for proceeding with discovery (i.e., the process allowing plaintiffs access to non-public 

evidence that may influence the case). This finding suggests that the Act may not have prevented 

the filing of frivolous lawsuits but may have been effective in increasing dismissals of frivolous 

lawsuits.  

Panel B reports the results of the tobit analysis of settlement amounts considering the 

impact of the PSLRA. Discretionary current accruals and R&D intensity are significant 

predictors of settlement outcomes during both the pre- and post-PSLRA periods although both 

coefficients are smaller in magnitude in the post-PSLRA period. Interestingly the market-to-book 

ratio is a significant predictor of case outcomes in the pre-PSLRA period but not in the post-

PSLRA period. One-time charges become a significant predictor of case outcomes in the post-

PSLRA period. The results of the selection model considering the impact of the PSLRA on case 

filings and outcomes are similar to the results reported and for brevity are not reported.  

                                                   
22

 The decreased importance of discretionary current accruals could also coincide with the increased importance of 

hard evidence events as found by Johnson et al. (2007).  
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Table 8 

Impact of the PSLRA 

Panel A: Litigation likelihood 

 
Table 8 Panel A reports coefficient estimates and p-values of the logistic regressions which estimate the 

likelihood of litigation (i.e., the dependent variable is an indicator variable if the observation is from the 

litigation sample and zero if from the at-risk sample). The probability of litigation is estimated with accounting 

quality variables, return characteristics, earnings and firm size: 

Probability(Litigation=1) =  + Discretionary Current Accrualst +  

One-time Chargest + R&Dt + Market-to-bookt + Auditor Turnover + Minimum Daily Returnt 

+Standard Deviation of Returnst + Return Skewnesst +  Share Turnovert + Betat 

+EarningstFirm Sizet + νt 

Column (i) includes an indicator variable (PSLRA) for disclosure months following the passage of the PSLRA 

as well as variables which interact the PSLRA indicator with accounting quality variables. Column (ii) reports 

the results of the logistic regression for the pre-PSLRA period. Column (iii) reports the results of the logistic 

regression for the post-PSLRA period. 

  

Sample

Dependent Variable Expected Sign

Intercept (?) -2.405 <.0001 -3.165 <.0001 -2.810 <.0001

Discretionary current accruals (+) 0.740 0.0085  0.743 0.0135 0.372 0.0463

One-time charges (+) 0.797 0.1369  0.550 0.2521 0.564 0.0714

R&D intensity (+) 1.258 0.0052  0.642 0.1158 0.141 0.2869

Market-to-book (+) 0.056 0.0003  0.053 0.0006 0.040 <.0001

Auditor turnover (+) 0.552 <.0001 1.152 <.0001 0.343 0.0095

Minimum daily return (-) 0.562 0.1589  -2.890 0.0123 1.702 0.0041

Standard deviation of daily returns (+) 9.757 0.0098  -17.929 0.0375 19.366 <.0001

Return skewness (-) -0.058 0.0616  0.076 0.1541 -0.110 0.0075

Share turnover (+) 0.048 <.0001 0.110 <.0001 0.040 <.0001

Beta (+) -0.105 0.0511  0.158 0.1010 -0.316 <.0001

Earnings before extraordinary items (+) -0.338 0.0003  -0.590 0.0219 -0.280 0.0031

Firm size (+) 0.374 <.0001 0.453 <.0001 0.358 <.0001

Discretionary current accruals*PSLRA (+) -0.380 0.1578  

One-time charges*PSLRA (+) -0.298 0.3581  

R&D intensity*PSLRA (+) -1.236 0.0099  

Market-to-book*PSLRA (+) -0.019 0.1351  

PSLRA (+) -0.646 <.0001

N 3,425 1,157   2,268  

Pseudo R-square 0.1279 0.1839 0.1256

(i)

Litigation

Pooled Pre-PSLRA Post-PSLRA

(ii)

Litigation

(iii)

Litigation
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Table 8 

Impact of the PSLRA 

Panel B: Settlement regressions 

 
Table 8 Panel B reports the tobit regression results which estimate the settlement amounts from 

accounting quality variables, return characteristics, earnings, firm size and a variable (sigma) to correct 

for biases caused by censoring of the settlement amount:  

Settlement =  + Discretionary Current Accrualst + One-time Chargest + R&Dt + Market-to-

book + Auditor Turnovert + Minimum Daily Return +   

Standard Deviation of Returnst + Return Skewnesst + Share Turnovert +Betat + Earningst 

+Firm Sizet + Sigma + t
Column (i) includes an indicator variable for disclosure months following the passage of the PSLRA as 

well as variables which interact the PSLRA indicator with accounting quality variables. Column (ii) 

reports the results of the tobit regression for the pre-PSLRA period. Column (iii) reports the results of the 

tobit regression for the post-PSLRA period. P-values are shown next to the coefficient estimates.  

 

While the association between accounting quality and case filings and outcomes holds 

over both the pre- and post-PSLRA samples, the relationship seems to be weaker following the 

passage of the Act. The accounting quality results do not clearly indicate whether or not the 

PSLRA attained its joint goal of reducing frivolous litigation and outcomes while allowing 

Sample

Dependent Variable Expected Sign

Intercept (?) 0.117 0.0046 0.050 0.5075 0.026 0.6364

Discretionary current accruals (+) 0.248 <.0001 0.237 <.0001 0.135 <.0001

One-time charges (+) 0.054 0.2738 0.094 0.1624 0.116 0.0153

R&D intensity (+) 0.456 <.0001 0.478 <.0001 0.101 0.0044

Market-to-book (+) 0.009 <.0001 0.009 <.0001 0.000 0.4810

Auditor turnover (+) 0.128 <.0001 0.145 <.0001 0.113 <.0001

Minimum daily return (-) -0.410 <.0001 0.063 0.3773 -0.524 <.0001

Standard deviation of daily returns (+) -1.306 0.0497 4.320 0.0044 -2.998 0.0009

Return skewness (-) 0.013 0.0275 0.005 0.3147 0.014 0.0632

Share turnover (+) 0.001 0.0550 0.002 0.1141 0.001 0.0738

Beta (+) -0.021 0.0440 -0.057 0.0014 0.007 0.3288

Earnings before extraordinary items (+) 0.002 0.4001 0.043 0.0685 -0.006 0.2603

Firm size (+) -0.029 <.0001 -0.030 0.0001 -0.024 <.0001

Discretionary current accruals*PSLRA (+) -0.117 0.0096

One-time charges*PSLRA (+) 0.072 0.2412

R&D intensity*PSLRA (+) -0.357 <.0001

Market-to-book*PSLRA (+) -0.010 <.0001

PSLRA (-) -0.083 <.0001

Sigma (?) 0.301 <.0001 0.283 <.0001 0.310 <.0001

N 1,979 706    1,273  

Pseudo R-square 0.2409 0.3855 0.1154

(i)

Settlement

Pooled

(iii)

Settlement

Pre-PSLRA Post-PSLRA

(ii)

Settlement
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meritorious litigation to proceed. The Act’s increased filing and discovery requirements may 

have made explaining and proving accounting quality evidence more difficult for plaintiff 

attorneys. The results may suggest that the types of cases filed and successfully prosecuted 

shifted following the PSLRA. 

 

VI. CONCLUDING REMARKS 

Through securities class action lawsuits, the legal institution acts as a monitoring 

mechanism that exists to prevent and punish managerial wrongdoing. The ability of the legal 

system to differentially identify and penalize firms’ wrongful actions based on factors other than 

a massive stock price decline is often questioned. However, my research empirically 

demonstrates that, in addition to a stock price decline, accounting evidence is an important factor 

in the filing and resolution of securities lawsuits.  

I find that there is accounting evidence of wrongdoing associated with securities lawsuit 

filings and outcomes. I compare litigated firms to a sample of at-risk firms identified based on 

extremely poor stock price performance to demonstrate that the incidence of litigation is related 

to accounting evidence of earnings management. Accrual reliability tests as well as a logit 

analysis of litigation likelihood support the hypothesis that accounting data is used by the legal 

system to assess case merit. Furthermore, the legal system differentially punishes firms 

consistent with varying levels of accounting evidence. Cases resulting in high settlement 

amounts generally have accounting evidence to substantiate the legal claims against the firm 

while cases that are dismissed have less evidence of poor accounting quality. My research 

demonstrates that accounting information is useful in assessing litigation likelihood and case 
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merit on a relative basis. Overall, my findings suggest that accounting data provides indicators of 

case merit and is used by the litigation system to determine which cases to prosecute and punish.   

My results call into question claims made by executives and the financial press that the 

legal system is unable to differentiate frivolous cases from those with merit. On the contrary, my 

results suggest accounting evidence of wrongdoing is largely consistent with the relative sorting 

of case outcomes. The results generally indicate that firms facing litigation and high settlement 

amounts cannot claim they are unfairly targeted. The accounting disclosures of these firms 

indicate that, on average, cases are filed and settled consistent with accounting quality. The 

belief that securities litigation filings and outcomes are driven by stock returns rather than by 

evidence of a company’s wrongdoing may be overstated. Whether the gross settlement amounts 

and the overall costs of litigation provide an efficient monitoring mechanism is an area for 

further research. 
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APPENDIX A 

Variable definitions  
Accrual Reliability 

Variables 

Definition 

CFOt+1 Operating Activities Net Cash Flow (Compustat data308)  

 

 Accrualst (Accounts Receivablet - Inventory Accrual t - Other Current Liabilitiest) 

    Accounts Receivablet  Receivables (Compustat data2)  

 
    Inventory Accrualt If Accounts Payable (Compustat data70) > Inventory (Compustat data3) then 

Accounts Payable (Compustat data70)  - Inventory (Compustat data3) , 0 

otherwise 

     Other Current 

Liabilitiest 

Current Liabilities Other (Compustat data72) 

 

 Deferralst Current Assets Other (Compustat data68) + Inventory Deferral 

 

 
    Inventory Deferralt  If Inventory (Compustat data3) > Accounts Payable (Compustat data70) < 

then Inventory (Compustat data3) - Accounts Payable (Compustat data70) , 

0 otherwise 

CPCFt  Operating Income before Depreciation (Compustat data13) – Accrualst + 

Deferralst 

 Litigation Filing and 

Outcome Variables 

Definition 

Settlement  Total value of settlements and awards (WS# 87)  

Discretionary current accruals are calculated following Teoh, Welch and Wong (1998): 

Discretionary Current      

Accrualst  =  

 

Current Accrualst - Nondiscretionary Current Accrualst 

     Current Accrualst  =  (Accounts Receivablet [Compustat data2] + Inventoryt [Compustat data4] 

+ Other Current Assetst [Compustat data68]) – (Accounts Payablet 
[Compustat data70] + Taxes Payablet [Compustat data71] + Other Current 

Liabilitiest [Compustat data72])]  

The following regression based on industry as determined by two-digit SIC and year is used to obtain a 

model to estimate normal current accruals: 

     Current Accrualst =                  0 + 1(Salest[Compustat data12]  + t 

The estimates of (  ̂       ̂)obtained from the above regression are used to estimate nondiscretionary 
accruals for the period: 

     Nondiscretionary 

     Current   

     Accrualst^ = 



  ̂    ̂ (Salest [Compustat data12]- Trade Receivablest[data151]) 

One-time Chargest -1 * [Special Itemst (Compustat data17) + Extraordinary Items and 

Discontinued Operationst (Compustat data48)] 

R&D Intensityt Research and Development Expenset(Compustat data46)  

Market-to-bookt Common Shares Outstanding (Compustat data25) * Price Fiscal Year Close 

(Compustat data199) / Common Equity (Compustat data60) 

Restatement 1 if GAO Database announcement date is within the damage period or 30 

days following the later of the end of the damage period (WS#23) or the 

lawsuit filing date (WS#19) 

Auditor Turnover The integer value of Auditor/Auditor’s Opinion Code (Compustat data149) 

identifies the firm’s auditor. If the auditor changes from the previous year 
then the auditor change variable takes a value of 1. 

SEC Investigation 1 if there is an SEC investigation (WS#92) 
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APPENDIX A (Continued) 

Variable definitions  
Return Characteristics 

and Earnings Variables 

Definition 

Disclosure month return The minimum monthly stock return (CRSP Monthly Stock Ret) during the 

damage period (WS# 22, WS#23) 

At-Risk month return The monthly stock return (CRSP Monthly Stock Ret) which classified the 
observation as at-risk.  

Minimum daily return The minimum daily return (CRSP Daily Stock Ret) during the year ending 

with the disclosure or at-risk month 

Standard deviation of 

returns 

The standard deviation of daily return (CRSP Daily Stock Ret) during the 

year ending with the disclosure or at-risk month 

Return skewness The skewness of daily returns (CRSP Daily Stock Ret) during the year 

ending with the disclosure or at-risk month 

Share turnover The average daily volume (CRSP Daily Stock Vol) / average daily shares 

outstanding (CRSP Daily Shrout) during the year ending with the disclosure 

or at-risk month 
Beta The coefficient from the regression of daily returns (CRSP Daily Stock Ret) 

on the market return of the value weighted portfolio (CRSP Daily Index 

Vwretd) during the year ending with the disclosure or at-risk month 

Earnings Income before extraordinary items (Compustat data18)  

Net income Net income (Compustat data172)  

Firm size Log total assets (Compustat data6) 

 

Settlement amounts and all variables that are derived from financial statement data (except for 

the market-to-book ratio, indicator variables and firm size) have been scaled by lagged total 

assets (Compustat data6). All continuous variables were winsorized at the top and bottom 1% of 

observations. Financial statement data was obtained from the Compustat database, return data 

was obtained from the CRSP monthly and daily database, litigation data was obtained from the 

Woodruff-Sawyer database, restatement data was obtained from the GAO database. Where signs 

are predicted in the tables that follow (i.e., predicted signs are denoted as (+) positive or (-) 

negative) one-sided p-values are reported. Where no sign is predicted (i.e., no predicted sign is 

denoted as (?)) two sided p-values are reported. 
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